


HE business news still indicates an 
approximate state of balance between 
inflationary and deflationary forces, 
with little to suggest that either will 
take full charge of the situation in the 
early future. On the one hand, record-break- 
ing expenditures for plant and equipment and 
growing outlays for defense sustain employ- 
ment and keep up the flow of purchasing pow- 
er. The slow rise of personal incomes, aug- 
mented by wage increases, has continued. In 
the aggregate, demand for goods has been 
strong enough to hold prices firm; the official 
wholesale price index rose in four weeks out 
of the five ended October 23, for a net advance 
of 0.4 per cent. Looking farther ahead, the in- 


flationary dangers that lie in growing treas- 
ury expenditures and prospective deficits, to- 
gether with new increases in wage rates and 
industrial costs, are emp in 

every analysis of the economic situation. 


On the other hand, sensitive commodities 


show irre 


gularity and there is a good deal of 
bearish sentiment, which argues against the de- 
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velopment of a broad upward price move- 
ment at this time. With the obvious exception 
of the metals and other defense materials, 
which are scarce but are under allotments and 
price ceilings, _— are indisposed to scram- 

le for goods either for every day use or for 
business purposes. Distributors and processors 
of consumers’ goods are trying to work inven- 
tories down. This means reduced commitments 
all along the line. Retail sales still hold to the 
pattern of the past six months, during which, 
after allowing for seasonal variations, they have 
fluctuated narrowly around a level some 10 per 
cent below the January-February figures. As 
compared with a year ago, sales were lower in 
the third quarter, when last year’s figures were 
lifted by the post-Korean scramble, and have 
been higher in October, which in 1950 was a 
dull month. 

The “Lull” Continues 


Thus what is commonly called the “lull” per- 
sists. Of course the situation would change 
quickly if anything should happen to start peo- 
ple rushing to the stores again, and business 
men into the markets, as they did at the out- 
break of the Korean war and when the Chinese 
armies intervened. People have money. Over 
the past eight months they have saved a greater 
share of their incomes than ever before in peace- 
time, and have steadily added to their liquid 
assets. This behavior may be reversed at any 
time. The events of October, however, tend to 
calm rather than excite buying psychology. The 
chances of a cease-fire in Korea appear to be 
improved, and — or wrongly many believe 
a cease-fire would bring modifications of the de- 
fense m to make more materials available 
for civilian goods. The sharp decline in the stock 
market must also have an influence on senti- 
ment. Some people feel poorer, and others ask 
whether a general downturn may not be por- 
tended. 


It is not always easy to say what influences 
personal buying. Certainly one restraining in- 
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fluence is that ple, in the rush that took 
place earlier, either satisfied their most urgent 
wants or pledged future income as much as 
they deemed prudent. All business has to 
take account of the fact that while -human 
wants in the aggregate are unlimited, the mar- 
ket for any specific thing is subject to satura- 
tion. With the stupendous productive capacity 
of this country, even a high level of demand 
may become satiated in many lines. When 
producers misjudge how much consumers will 
take, inventories rise and markets soften. 


Other factors also promote caution. Per- 
sonal taxes have been increased, effective No- 
vember 1. Unemployment exists where. cut- 
backs in consumers’ goods activity have been 
greater than expansion of defense work, and 
while it is small in the overall situation some 
people probably feel a degree of insecurity as 
to jobs or buying power, which causes them 
to husband their resources. In general, pre- 
dictions of shortage now seem to make little 
impression. The facts warrant their rejection 
as far as foods and soft goods go, and in con- 
sumers durables the premature cry of wolf 
has created skepticism toward prophecies which 
in the long run may prove quite justified. 


The Balance of Forces 


This analysis emphasizes the anti-inflationary 
influence of the accumulation of consumers’ 
goods inventories, immense production, higher 
personal taxes, and the increase in savings. De- 
mand is also restricted by tighter money, whose 
effects are seen particularly in slackened resi- 
dential building and in curtailment of. other 
projects which can and should be postponed at 
this time. These are the offsets to rising defense 
expenditures, which now have reached an annual 
rate of $38 billion, and to the demand which 
presses on the markets from business expansion 
and improvement programs and from public 
works, ail financed to a considerable extent by 
borrowing. 


In terms of the business outlook, the practical 
question now is how these inflationary and de- 
flationary forces will balance out in the future. 
Defense expenditures will continue to rise. If 
the peak annual rate proves to be $65 biilion 
to be reached in the autumn of 1952, as is now 
predicted, additional demands equivalent to $27 
billion annually will come into the markets from 
this source alone. They may be less, if it proves 
impossible to spend so much so rapidly or un- 
wise to subject the economy to such strain. But 
they may be greater, if enlargement of the air 
force plans, currently favored, is authorized. 


It has already been noted that many 
a cease-fire in Korea, if it is agreed upon, to slow 
down defense ding. There is some reason 
for this belief, for the extra consumption that 
with actual warfare would be eliminated, 
and probably the military authorities would be 
slower to freeze designs and get ahead with 
production of finished weapons. Military re- 
— for scarce materials might be less 
an forecast. 


At this stage, however, production of weapons 
is the lesser part of the defense program. This 
is the building up stage, with a great part of 
the effort concentrated on getting plants 
equipped and ready, facilities to produce raw 
materials expanded, and designs completed. To 
assume that these programs would be substan- 
tially reduced or slowed down because a cease- 
fire is arranged would be to misunderstand both 
the character and objectives of the defense 
policy. Mr. Wilson has said within the month 
that the present airplane goal, for example, calls 
for production of 15,000 to 18,000 planes a year, 
but also for the creation of an industry capable 
of turning out 50,000 a year. The objective is 
not primarily to supply Korean needs or, as Mr. 
Wilson has also said, to “cover Texas” with tanks 
and guns, but to build capacity upon which the 
armed forces can call. The country believes in 
this policy. It profoundly hopes that the extra 
capacity for 32,000 to 35,000 planes may never 
have to be used, but when insurance is needed 
it is worth its cost. 


Anti-inflationary Programs Will Be Needed 


If this program is carried out all the offsets 
to inflationary forces that can be mustered will 
eventually be needed. Personal tax increases 
should have their sharpest effect on demand be- 
tween now and next March 15, which includes 
the period in which tax payments always run 
heaviest. The trend of wage rates, however, is 
upward; and somewhere along the line increases 
in personal incomes are likely to catch up with 
the tax increases and offset their effect. 


Inventories will be an anti-inflationary factor 
for some time. Demand is no longer augmented 
by inventory building to any great extent. Mer- 
chandise stocks on hand probably will be drawn 
down further, adding to the supply of consumer 
goods and helping to keep prices in check. This, 
however, is a non-recurring supply, and the de- 
flationary effect must run its course. The cor- 
rection of overbuying at wholesale and retail in 
fact is proceeding rapidly. Forward commit- 
ments of department stores lately have been 
little more than half of what they were last year. 





Of course the soft goods industries will have 
no trouble meeting any probable increase in de- 
mand, whenever it appears. Further increases 
in overall industrial production are to: be ex- 
pected. Steel and aluminum supplies will be 
larger by the middle of next year, and especially 
during the second half of the year, which will 
permit many other plants to increase their out- 
put. The American Iron and Steel Institute makes 
the striking report that in the first eight months 
of this year all but two of the major classifica- 
tions of steel consumers received more steel than 
in the corresponding months of 1950, the record 
period; the exceptions were automobiles and ap- 
pliances. The Institute expects that increased 
military requirements by the middle of 1952 
will be so largely supplied by increased produc- 
tion that non-military users in the aggregate will 
continue to have as much steel as in 1950. Alum- 
inum output will begin to expand rapidly after 


next summer. 


The Function of Saving 

Production increases will add to purchasing 
power, and thus potentially to demand, as well 
as to supply. In theory, they can not solve the 
problem of inflation, which is the pressure of 
too much money, too much spending, and too 
little saving, irrespective of the level of output. 
Actually, however, the behavior of people dur- 
ing the past six months appears to show that 
well-supplied markets, free from fears of short- 
age, together with enjoyment of a high stand- 
ard of living, encourage the natural instinct to 
save, which is precisely what the situation de- 
mands, 

In any case, the question whether money will 
again begin to burn holes in pockets is one of 
the unknown factors, and a necessary key to 
the business outlook. A continuation of per- 
sonal saving at present levels will help meet the 
capital requirements of the defense program and 
the accompanying industrial expansion in a non- 
inflationary manner. If savings plus taxes equal 
private investment plus government expendi- 
tures the situation will be fundamentally in bal- 
ance. A reversion to spending on the scale 
twice seen since Korea would destroy this bal- 
ance and create a clear predominance of infla- 
tionary forces. ' 

As time goes on saving will be more and more 
essential, for the treasury deficits in prospect 
in the fifteen months after next March, to say 
nothing of the possibilities in later years, are 
huge. Almost certainly the deficits will require 
more borrowing, for taxation has reached a point 
where it either becomes inflationary, being 
passed on in prices or incomes, or seriously re- 
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stricts capital formation and the incentive to 
work. The drop in stock prices is attributable 
to taxes. Already taxes cause some questioning 
of the validity of business expansion programs, 
on the double ground that they will take away 
the rewards as long as the demand is good, 
while profitable employment for the enlarged 
capacity may not be found after the inflated de- 
mand tapers off. This long look ahead is becom- 
ing more common. Meanwhile, however, the 
demands of the programs to which business now 
is committed, plus defense spending, support 
production and turnover. For the long run they 
hold inflationary dangers. 


Third Quarter Earnings 


Reports published to date by 490 companies 
in the manufacturing, mining, trade, and ser- 
vice industries show combined net income of 
$1,099 million after taxes in the third quarter, 
which is 28 per cent below the third quarter of 
1950. This sharp decline compares with a de- 
crease of only 7 per cent from last year shown in 
the second quarter, and an increase of 17 per 
cent in the first quarter. Whereas in 1950 the 
trend of net income was upward, reflecting the 
rising level of business activity in the first six 
months and then the tremendous boom in civilian 
goods that followed the outbreak of war in 
Korea, this year the trend of net income has 
been downward as may be seen from the follow- 
ing summary of the quarterly totals: 


Net Income After Taxes of 490 Leading Corporations 
(In Millions of Dollars) 
1950 1951 % Change 


First quarter .. a $1,815 +17 
Second quarter 1,392 1,300 —7 
Ea 1,099 —28 


$4,039 
sicennetinaniateii 1,514 





Nine months ................. $3,714 —8 


Fourth quarter 

Year "$5,558 

For the first nine months of this year, net in- 
come of the group totaled $3,714 million and 
was 8 per cent below the same period of 1950. 
For a majority of companies the earnings com- 
parisons of 1951 with 1950 have been affected 
adversely, and to a rapidly increasing extent, 
by two principal factors. The first was the level- 
ing off or decline in volume of business from 
the all-time record levels attained during the 
last half of 1950. Although some lines of busi- 
ness have been exceptions this year in establish- 
ing new peaks in production and sales, many 
other lines have for a variety of reasons cur- 
tailed materially from their record-breaking 
pace of a year ago. The second major factor 
that hit corporate earnings hard was the further 
step-up in rates of federal income and excess 
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profits taxes, which now absorb well over half 
of operating earnings. 

Despite these generally adverse influences, a 
few major industries were able to increase their 
net income during the first nine months over that 
of last year. Substantial gains were registered 
by some groups, including petroleum products, 
office equipment, railway equipment, paper and 
allied products, and mining. 

Substantial declines were experienced, how- 
ever, particularly in the third quarter, in the 
earnings of representative companies in other 
major industrial branches, notably food products, 
tobacco, textiles (including carpets), apparel, 
chemicals, iron and steel, electrical equipment 
(including radio and television), automobiles 
and parts, building materials, and miscellaneous 
metal products, as well as in retail and whole- 
sale trade. 

In the third quarter, three out of every four 
reporting companies showed decreases in earn- 
ings as compared with last year, whereas for the 
first nine months the increases slightly outnum- 
bered the decreases. 

The accompanying summary shows the much 
greater severity of the declines in the third 
quarter than in the first nine months. 


The highly uneven trends of earnings among 
the industrial groups shown in the summary 
reflect the varying impact of numerous different 
factors. The leveling off already mentioned in 
the rate of general business activity following 
the recovery and post-Korea boom last year cut 
down the gains in dollar volume of sales, which 
at the beginning of this year was running far 





above that of the same period of 1950, but by 
the third quarter was barely even with last year. 
There were, as pointed out, outstanding excep- 
tions to this leveling off in the case of some in- 
dustries —for example, steel, chemicals, and 
petroleum — which have continued to expand 
capacity, production, and dollar sales. At the 
same time, the more aggressive companies in a 
great many other lines have continued this year 
to operate at a terrific pace and to establish 
sensational new sales records in meeting the 
demands of the country’s growing population 
plus its military requirements. 

The recently signed Revenue Act of 1951 
raised the rate for the combined normal tax and 
surtax from 47 to 52 per cent, retroactive to 
April 1, 1951. The “excess profits” tax, continued 
at 30 per cent, makes the total rate now 82 per 
cent on the earnings so taxed. On all three taxes 
combined the “ceiling” was lifted from 62 to 70 
per cent. 

In the quarterly earnings reports issued to 
shareholders earlier this year, some corporations 
made estimated allowances in the first and sec- 
ond quarters for a step-up in federal tax rates 
as provided in the bill then pending in Congress, 
eo thus in the third quarter had only to adjust 
their tax reserve to conform with the law as 
finally passed. Other corporations in the first 
half of this year computed their taxes at the 
rates actually in effect at that time, and thus 
have had to make additional charges in the third 
quarter to provide for the retroactive feature. 

Heavier federal taxes have had the effect also 
of checking the uptrend in dividends, according 





NET INCOME OF LEADING CORPORATIONS FOR THE THIRD QUARTER AND FIRST NINE MONTHS 
(In Thousands of Dollars) 


No. of Industry 
Cos. Groups Third 
1950 
46,917 
11,798 


Food products 
Beverages 
Tobacco products 
Textiles and apparel 
Paper and allied products. 
Chemicals, paint, etc. 
Drtags, BORD, COBTECICE iscnccecccccrceerncceneeerseerneerseeene 
Petroleum products 
Cement, glass, and stone 
Iron and steel 
Building, heating, plumbing equipment... 
Electrical equipment, radio and television 
Machinery 
Office equipment 
Automobiles and trucks 
Automobile parts 
Railway equipment 
Other metal products 
Miscellaneous manufacturing 























36,643 
174,474 
17,715 
86,371 
28,702 
16,636 
222,278 
35,852 
10,328 
44,899 
22,679 




















Reported Net Income 
Quarter 
1951 


$ 28,168 —40 


Reported Net Income 
Per Cent Nine Months 
Change 1950 1951 
121,722 $ 102,046 
—12 ,068 29,328 
—33 87,218 
—53 12,227 
—4 70,655 
—43 
—16 
+12 
—31 3 
—41 399,152 
—57 39,648 32,311 
—59 233,067 174,934 
—39 74,709 65,703 
—18 44,924 49,672 
—58 722,177 892,017 
—50 88,290 68,742 
—12 23,733 32,142 
—26 103,186 116,632 
—29 50,850 52,099 








1,460,581 
32,810 
19,436 
12,215 


Total manufacturing 
Mining and quarrying® ..... 

Trade (retail and wholesale) ccc 
Service and amusement industries... 





15,611 +28 


—29 3,878,358 8,554,044 
89,776 


— 5 83,811 
8,870 —54 42,204 33,489 
36,732 








Total $1,525,042 





$1,099,025 —28 


34,369 
$4,038,742 $3,714,041 


* Net income is reported before depletion charges in some cases. 
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to a study just made by the New York Stock 
Exchange and published in its magazine “The 
Exchange”. Third quarter dividends on all listed 
common stocks were 4 per cent below last year, 
although the impetus of early months kept the 
total of dividends for the first nine months 9 
per cent above last year. Similar evidence as 
to the less favorable shift of dividends may be 
seen in the compilations showing numbers of 
public dividend declarations made by the New 
York World-Telegram and Sun and summarized 
below: Third Quarter 
1950 1951 


209 
421 
13 
13 


Dividends increased 
Extra dividends 
Dividends reduced 
Dividends omitted 


102 
297 
23 
22 














Profit Margins Narrowed 

In addition to the rise in taxes and the level- 
ing off in the business boom this year, earnings 
of a great many companies have been affected 
adversely by such factors as rising labor costs, 
excessive accumulation of finished inventories, 
and curtailed supply of raw materials. Produc- 
tion of civilian goods has in many cases been 
cut back sharply, but the military orders ex- 
pected to take their place have been slow in 
arriving. Erratic fluctuations which have oc- 
curred this year in wholesale prices of certain 
commodities have benefited some companies 
but hurt others, although their effect has been 
reduced where the “LIFO” method of inventory 
valuation is used. 


The effect of most of these factors upon busi- 
ness as a whole was to raise operating costs and 
taxes during the first nine months of this year by 
even more than the expansion in dollar volume 
of sales. This squeezed the average margin of 
net profit per sales dollar. The change may be 
illustrated by the following composite statement 
of 305 manufacturing companies which have re- 
ported their sales figures: 

Sales and Net Income of 305 Manufacturing Corporations 
Reporting Sales for the First Nine Months 
(In Millions of Dollars) 
19501951 


Receipts from sales, etc. $36,960 $44,246 
Total costs, except taxes. 30,787 35,805 


Earnings before taxes......$ 6,178 $ 8,441 
Fed. income & e.p. taxes 2,698 5,269 


Net income after taxes... $ 8,475 $ 3,172 
Taxes to income before 
taxes 44% 62% 


9.4 7.2¢ 

Sales of this group, representative mostly of 
the larger companies in all major lines of manu- 
facturing, aggregated $44.2 billion in the first 
nine months of this year, an increase of $7.3 
billion or 20 per cent over the same period of 


Change % Change 

+$7,286 +20 

+ 5,018 +16 
2,268 +87 
2,571 +95 


~$ 3038 —9 








Net income per sales 
dollar 
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1950. Although over two-thirds of the sales in- 
crease was absorbed by an increase in costs, the 
earnings before taxes were up 387 per cent. 


Federal taxes, however, jumped from $2.7 to 
$5.8 billion, or to almost double, so that net in- 
come after taxes actually decreased by 9 per 
cent. Such taxes took an average of 62 per cent 
of all operating earnings of these companies in 
the first nine months this year, against 44 per 
cent in the same period of 1950. 


As a result of the rise in taxes and other 
costs, the average net profit margin this year 
was only 7.2 cents per sales dollar, as against 
9.4 cents last year. 


The British Election 


The results of the British election last month 
demonstrate that the trend to the right in Brit- 
ish politics which so nearly unseated the Labor 
Government last year has continued, bringing 
the Conservatives into power, though with a 
margin so small as narrowly to avoid continu- 
ance of the political stalemate. With the hard 
core of Labor support remaining intact, the 
Conservatives won by attracting more middle 
class voters, mostly Liberals, dissatisfied with 
life under the Labor Government. In spite of 
the Conservative victory Labor actually received 
more votes at the polls than the Conservatives, 
though less than the Conservatives and Liberals 
combined. 





Explanation for the continued strong show- 
ing for Labor undoubtedly lies in the popularity 
of the welfare state which has shielded the low 
income groups from real awareness of the eco- 
nomic difficulties facing the country. Thanks to 
food subsidies and the expansion of the social 
services, these classes are, by and large, better 
off than ever before. All this, however, has been 
at the expense of the middle and upper income 
groups, along with the American taxpayer who 
has provided a big loan and Marshall aid. 


Labor Party Platform 

In its campaign manifesto, corresponding to 
our party platform, the Labor Party placed em- 
phasis upon maintenance of full employment 
and the social services, more managed econo- 
my through tighter government controls, and 
continuation of the policy of redistributing 
wealth. It claimed entire credit for the exist- 
ence of full employment since the war, even 
boasting that it had created “more jobs than 
workers” —a boast that prompted the London 
Economist to observe that “it claims, if it knows 
what its words mean, inflation to its credit.” 
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Though promising to “do everything pos- 
sible to stimulate production at home and to 
expand exports,” the manifesto offered little en- 
couragement to incentive. “Monopolies and 
combines which restrict production and keep 
prices and profits too high” would be attacked. 
Although such Labor Party leaders as Sir Staf- 
ford Cripps and the recent Chancellor of the 
Exchequer, Mr. Gaitskill, have recognized that 
no scope is left for raising the general standard 
of living by “soak the rich” policies or by raiding 
profits, the manifesto asserted that “much more 
remains to be done in the redistribution of in- 
come and property.” To this end the Party 
pledged itself, on the one hand, to reduce taxes 
on wages and on moderate incomes and mod- 
erate inheritances; and, on the other, “to limit 
dividends by law, increase taxation on the small 
minority who own great fortunes and large un- 
earned incomes, and take measures to prevent 
large capital gains.” 

On the subject of nationalization the docu- 
ment was silent beyond a vague threat to “take 
over concerns that fail the nation”. This warn- 
ing moved the Economist, in another passage, 
to point out that the two concerns that at this 
moment are patently “failing the nation” are the 
nationalized coal industry and the nationalized 
railways, and to wonder just how exactly would 
another Labor Government “take them over.” 


The Conservative Program 


The Conservative Party, in its manifesto, 
stressed its belief in free enterprise, capitalism, 
and the profit motive. “We do not believe,” it 
declared, “in an egalitarian society centrally 
planned nor in an economy dominated by state 
monopolies or private combines.” 

In line with this philosophy, the Party proposed 
to stop further nationalization, to denationalize 
the steel industry, and to reopen the Liverpool 
Cotton Exchange. Accepting nationalization of 
coal and the railways, it promised better manage- 
ment through decentralization. Apart from the 
policy on nationalization, the Conservatives did 
not promise to undo much that the Labor Party 
had done. Food subsidies would remain for the 
present at least. Housing was declared the first 
of the social services and a target proclaimed of 
300,000 units a year. In general, the rival plat- 
forms differed not so much in the specific pro- 
grams as in the underlying principles, and in the 
emphasis upon releasing the forces of private 
initiative. Both documents were criticized for too 
many vague generalities and for failing to come 
to grip with the hard realities of the situation. 
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Problems of the “Morning After’”’ 

Now that the tumult of the election is over 
the victors face the necessity of buckling down 
to the grave and pressing economic problems 
before the nation. These come to a focus in the 
sudden and alarming deterioration in Britain's 
balance of payments, as revealed by recent fig- 
ures. 


This deterioration has manifested itself in the 
drop of gold and dollar holdings of the sterling 
area “pool” during the third quarter of this year 
by $598 million—the sharpest decline in the 
reserves ever recorded. Underlying this shrink- 
age was a sudden change in the balance of cur- 
rent transactions which includes merchandise 
trade and such “invisible” items as receipts from 
investment, shipping, insurance, and travel. 
From a surplus of £179 million during the 
second half of 1950, these transactions turned 
into a deficit of £122 million during the first 
half of 1951. The drain apparently worsened 
during the third quarter. The unfavorable mer- 
chandise trade balance during this particular 
quarter was £374 million, or more than the ad- 
verse trade balance for the whole of 1950. 


What all this adds up to is that Britain is 
facing its third economic crisis since the war. 
This crisis is less immediately critical in that 
the monetary reserves are higher, and enough, 
in the words of former Chancellor Gaitskill, to 
give time “for the formulation of wise correc- 
tives”. But the crisis is more serious in that the 
overseas sterling area countries which have a 
claim on the “pool's” resources have their own 
balance of payment troubles, and that there 
are no big foreign loans or grants to fall back on. 

Moreover, unlike the previous crises, when 
the overseas deficit was largely confined to the 
dollar area, Britain now is running balance of 
payments deficits with all major areas except 
the sterling area — and even there she has been 
in deficit on trade and able to show a small 
overall surplus only because of earnings from 
investments and other “invisibles.” As a result 
of Britain’s inability to maintain the flow of ex- 
ports to sterling area countries, her sterling 
liabilities, which were being reduced, are again 
rising and at the end of June reached a new 
peak at £4,168 million. 


The question is, how long will overseas ster|- 
ing area countries consent to go on putting their 
gold and dollars in the Empire pool. Signs are 
that some already are growing restive. As Oliver 
Lyttelton, now Secretary of State for Colonies in 
the new Cabinet, recently warned in an article 
in the (London) Sunday Times — 
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Britain must play her full part in the system of tri- 
angular trade. If this country had to live within its 
own dollar income we should soon learn how artificial 
is the economy by which fifty million people are sup- 
ported in these islands. Widespread misery would follow. 


Trying to De Too Much 

In seeking the cure for Britain’s recurrent 
balance of payments difficulties a first step is 
to analyze the nature of the disease. The very 
suddenness of the plunge into the red, coming 
just at a time when the dollar gap appeared to 
be closing and sterling area monetary reserves 
were recovering, calls particularly for explana- 
tion. As usual, several factors entered in. 


In the first place, the outbreak of the Korean 
war and the consequent speeding up of rearma- 
ment and the bulge in raw material prices 
forced up the volume and cost of British im- 
ports. The volume of British exports not only 
failed to keep pace with the volume of imports, 
but the prices of exported goods consisting 
mainly of manufactures rose more slowly. In 
other words, the “terms of trade” turned against 
Britain. 

Secondly, Britain has paid a penalty for some 
bad timing by the authorities in making stock- 
piling purchases. Instead of increasing imports 
and building up stocks of goods in England a 
couple of years ago when the market was slack 
and prices were depressed, they let the stocks 
run down in the hope that they could buy 
cheaper later on. When, with the advent of the 
Korean war, commodity prices rose by leaps 
and bounds Britain came in to buy late at 
top prices — another example that government 
planners are by no means as infallible as they 
are sometimes represented to be. 


Thirdly, the loss of Iranian oil has increased 
the need to spend dollars. 


Fourthly, the crisis, and apprehensions in- 
spired by it regarding sterling, have themselves 
tended to accelerate the dollar drain. Just as the 
monetary reserves had previously benefited by 
purchases of sterling prompted by rumors of its 
impending appreciation, so more recently they 
have been weakened by sales of sterling prompted 
by rumors of the opposite nature. 


However, with due allowance for these spe- 
cial and in some cases possibly temporary fac- 
tors, it would seem that other and more funda- 
mental explanations must be sought. One of the 
lessons of economic history is that chronic bal- 
ance of payments difficulties can almost in- 
variably be traced back to inflation. With in- 
ternal purchasing power expanded too rapidly, 
the natural effect is to attract more imports, 
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while at the same time increasing the demand 
in the home market for goods that might other- 
wise be exported. Indications are that Britain 
is another example. 


Like most other countries today, she is trying 
to do too much. At the same time that the Gov- 
ernment is superimposing rearmament upon an 
economy already operating at full employment, 
it is pouring out money for housing, and foster- 
ing high civilian consumption by food subsidies 
and other expenditures of the welfare state. The 
result is an inflationary boom, with its accom- 
panying rise of wages and prices, which is re- 
acting in the classical manner on the balance of 
payments by encouraging imports and discour- 
aging exports. 


The Remedy: To Produce More, 
Consume Less 

If this be the disease the remedy is clear. It 
is government and private retrenchment. Peo- 
ple must work harder, spend less, and save more. 
Productivity must be stepped up, output in- 
creased, and domestic consumption reduced. As 
the Economist said, “There will have to be a 
belt-tightening process imposed not only by the 
method of reducing import quotas but also by 
a stiff dose of domestic disinflation to release 
supplies for export, to buttress the specific im- 
port cuts and to promote the maximum effici- 
ency in production.” 

Unquestionably this is an unpalatable pro- 
gram to have to lay before the people. It will 
take a wise and inspired leadership, together 
with real understanding on the part of the pub- 
lic, to put it across. But there is no other way. 
The issues would have had to be faced no mat- 
ter which Party came into power. Of the two 
Parties, the Conservatives have the advantage 
of more experienced leaders, and they can natu- 
rally draw on the administrative ability of busi- 
ness and finance to a larger extent than Labor 
can. On the other side, the question is whether 
the Conservatives can carry the workingmen 
and the unions along. 


All who know the essential unity of the British 
people must feel a confidence that they will rise 
to the ringing words of Mr. Churchill issued as 
he once more took the helm in an hour of 
danger — 

There lie before us hard times. I have seen worse 
and had worse to face. I don’t doubt that we shall come 
through. 

We shall use not only Party forces, but we shall use 
the growing sense of need to put Britain back in her 


place —a need which burns in the hearts of men, not 
only here, but far beyond these shores. 
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Patman Monetary Inquiry 


As a sequel to the clash on credit and interest 
rate policy between the Treasury and the Fed- 
eral Reserve—and notwithstanding the “Ac- 
cord” the two agencies reached in March —an- 
other monetary investigation is under way. For 
the purpose Senator Joseph C. O'Mahoney of 
Wyoming, Chairman of the Congressional Joint 
Committee on the Economic Report, last April 
appointed a special new Subcommittee on 
General Credit Control and Debt Manage- 
ment headed by Congressman Wright Patman 
of Texas. The other members are Senator 
Paul H. Douglas of Illinois, Senator Ralph E. 
Flanders of Vermont, Congressman Richard 
Bolling of Missouri and Congressman Jesse P. 
Wolcott of Michigan. Dr. Henry C. Murphy, a 
Treasury Department economist during the war 
years, is serving as Economist. 

The subcommittee, while lacking formal au- 
thorization for its study by the Congress, is in 
other respects much like the Douglas subcom- 
mittee which also was under the aegis of the 
Joint Economic Committee and went over much 
the same ground two years ago. It involves the 
same six men except that Congressman Patman 
has superseded Senator Douglas as Chairman, 
Congressman Bolling has replaced Congressman 
Frank Buchanan of Pennsylvania, and Dr. Mur- 
phy has replaced Professor Lester V. Chandler 
as Economist. Congressman Patman and Dr. 
Murphy are also moving along the same pro- 
cedural lines used by Senator Douglas and Pro- 
fessor Chandler. Two weeks ago they sent out 
questionnaires to public officials, economists, 
bankers, and others concerned. The answers, 
supplemented by public hearings scheduled to 
be held early next year, will provide a basis of 
fact and opinion for the preparation of a report. 





Occasion for New Inquiry 

The reason Congressman Patman gives for a 
new monetary inquiry now —so soon after the 
Douglas inquiry — is continuing disagreement on 
credit policy and public debt management. Evi- 
dently the March “Accord”, which accepted prin- 
ciples laid out in the Douglas report, is not 
working to full satisfaction of the parties con- 
cerned. Since inflation has slowed in the period 
of eight months the Accord has been in effect, 
the “why” of the present inquiry is not obvious. 
It can only be explained against a background 
of long struggle over the perpetuation of cheap 
money. 

We have had many monetary investigations 
in the United States. The most comprehensive 
was that of the National Monetary Commission 


which worked for four years, 1908-11, and laid 
a groundwork for the establishment in 1914 of 
the Federal Reserve System. In 1939 the Senate 
launched a broad-scale inquiry, under the chair- 
manship of Senator Robert F. Wagner, into pos- 
sible changes in the monetary and credit organi- 
zation. This was abandoned when the United 
States was drawn into the war but some answers 
to questionnaires sent out were published and 
form useful documents. In July, 1949, under 
authority of a Concurrent Resolution, the Doug- 
las subcommittee was launched on an intensive 
six-months’ study of “the effectiveness and co- 
ordination of monetary, credit, and fiscal poli- 
cies.” 
Douglas Inquiry Findings 

A most important accomplishment of the Doug- 
las subcommittee was to make a public record 
of the fact that the Federal Reserve had had 
differences of opinion with the Treasury on the 
post-war administration of the easy money pol- 
icy. It was also made clear that the Federal 
Reserve, on a number of occasions over the 
period 1945-49, had deferred taking actions to 
combat inflation because of Treasury objections. 
The most important conclusion of the Douglas 
subcommittee, stated in its report released Janu- 
ary 18, 1950, was the finding: 
that the advantages of avoiding inflation are so great 
and that a restrictive monetary policy can contribute so 
much to this end that the rh sm of the Federal Re- 
serve to restrict credit and raise interest rates for gen- 
eral stabilization purposes should be restored even if the 
cost should prove to be a significant increase in service 
charges on the Federal debt and a greater inconvenience 
to the Treasury in its sale of securities for new financing 
and refunding purposes. 

The Douglas inquiry was conducted during 
the 1949 business recession. It remained for the 
1950-51 rearmament boom to test the willing- 
ness of the authorities to apply the principles 
recommended. 


The Episode of August, 1950 

The Patman inquiry may disclose what went 
on behind the scenes during the summer of 
1950, but the record shows that the Federal 
Reserve Banks were heavy buyers of government 
securities, putting out more money and feeding 
inflation when by every sound principle of cen- 
tral banking they should have acted to tighten 
up the money and credit supply—or let it 
tighten up by itself. The obvious explanation 
for this buying was the Treasury desire to pay 
no more than 1% per cent on its current short- 
term borrowings — a rate objective that could be 
realized only by pumping out more money into 
the market. In August, 1950, the Federal Re- 
serve, contrary to Treasury wishes, raised dis- 
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count rates % per cent to 1% per cent and issued 
a statement that their course was “to use all the 
means at their command to restrain further ex- 
pansion of bank credit consistent with the policy 
of maintaining orderly conditions in the Govern- 
ment securities market.” Two issues of 1% per 
cent Treasury notes offered after the discount 
rate change were a partial failure. 


The contest in the fall of 1950 was limited to 
prices and rates on short-term borrowings. The 
next object of controversy was the par pegs 
for long-term government bonds. 


Pegging at Par 

Throughout the postwar period the Federal 
Reserve authorities expressed only the most 
modest ideas of how much government security 
prices might be permitted to decline, and the 
increases in rates that they advocated were re- 
stricted to short-term obligations. Rejecting 
counsels of leaders in banking and finance who 
were disturbed by the inflationary implications, 
they continued their wartime practice of buying 
up government bonds as necessary to prevent 
their prices from declining below par. The most 
heroic open market operations in the whole his- 
tory of the Federal Reserve System were those 
conducted in 1947-48 to keep 2, 2% and 2% per 
cent bonds at pegged prices of par or better. As 
bond prices weakened toward the end of 1950 


under the impact of tremendous mortgage credit 
demands, the Federal Reserve was back in the 
business of pegging substantially the entire 
scale of government security prices and yields. 


The inflationary consequences of the par pegs 
were not unrecognized. The Federal Reserve 
Board took the position that the pegs had to be 
held, and entered one request after another for 
new powers to crack down on bank lending by 
requiring banks to keep more idle cash or gov- 
ernment securities—as though anything the 
private banks might do could offset the infla- 
tionary effects of Federal Reserve Bank activi- 
ties keeping money perpetually cheap and easy 
for the benefit of the Government. 


In January, 1951, the Federal Reserve Board 
once again demonstrated the futility of raising 
cash reserve requirements of the banks, to com- 
bat inflation, while pegging prices for govern- 
ment securities. The banks sold government 
securities at pegged prices, the Federal Reserve 
bought them, and the main upshot was a large- 
scale shift of earning assets. 


It will be for the Patman inquiry to bring out 
the whole story but in January and February 
of this year a storm broke loose on the question 
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of pegging in general and the par pegs for 
long-term 2% per cents in particular. 


The conflict was precipitated by a speech of the 
Secretary of the Treasury, January 18, in which 
he stated his plans to keep 2% per cent as the 
maximum rate on long-term government secuti- 
ties. It was quite clear at the time that, since 
existing 2% per cent bonds were needing Federal 
Reserve support to keep them above par, 2% per 
cent was an inadequate rate to attract any gen- 
uine investment interest. Even Savings bonds 
paying 2.9 per cent were being redeemed faster 
than new ones could be sold. 


In his speech the Secretary referred to a con- 
ference that he and Chairman McCabe of the 
Federal Reserve Board had had with the Presi- 
dent and left the impression that the Federal 
Reserve approved his borrowing plans and would 
support them. On January 31, when it appeared 
that the Federal Open Market Committee dis- 
approved the Secretary's program, the President 
took the unprecedented step of calling the Fed- 
eral Reserve's Open Market Committee together 
to urge their cooperation. On February 26, he 
issued a memorandum reviewing possible meth- 
ods of curbing credit without disturbing the 
bond market, and appointed a special study 
Committee, composed of Charles E. Wilson, 
Defense Mobilization Director, as Chairman; 
Treasury Secretary Snyder, Reserve Board 
Chairman McCabe, and Chairman Leon H. Key- 
serling of the Council of Economic Advisers. 


The “Accord” 

The Patman inquiry perhaps may bring out 
the part the Wilson Committee had in bringing 
the Federal Reserve and Treasury into an “Ac- 
cord” announced March 3: 

The Treasury and the Federal Reserve System have 
reached full accord with respect to debt-management 
and monetary policies to be pursued in furthering their 
common purpose to assure the successful financing of 
the Government’s requirements and, at the same time, 
to minimize monetization of the public debt. 

Under this agreement, which the President 
called “a very important step forward,” the Fed- 
eral Reserve gradually withdrew its support from 
the long-term bond market and permitted prices 
to decline below par. The Treasury, to relieve 
selling pressure in the market, at the same time 
offered 24-29 year nonmarketable 2% per cent 
bonds in exchange for the Seventh and Victory 
War Loan 2%s. 


Also in March, after long delay, the Federal 
Reserve Board received authorization from the 
Department of Justice to proceed with the Vol- 
untary Credit Restraint Program which provides 
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lenders with tests for sifting their loan applica- 
tions and also a machinery of advisory commit- 
tees available to banks, insurance companies, 
security underwriters, and other participants in 
the Program. 


The Wilson Report 

These constructive actions were in the back- 
ground when the Wilson Committee, on May 31 
after long delay released its credit policy report. 
The report stated that “the measures thus far 
adopted make up the beginning of an effective 
program of credit restraint” but went on to add 
that there is “no assurance that these measures 
will prove sufficient to deal with the inflationary 
situation that may be anticipated as the national 
security program expands.” The President’s mem- 
orandum had suggested, as alternatives to allow- 
ing government bond prices to decline, a variety 
of special kinds of government controls over 
private lenders. The Wilson me ty included, in 
a numerous list of recommendations: 


That the Congress be urged to act promptly and 
favorably on the proposals for emergency additional 
bank reserve requirements, when these are advanced by 
the Board of Governors of the Federal Reserve System. 


That mandatory control of credit be imposed only if 
the problem to be solved is most serious, and only after 
a demonstration that more moderate measures are too 
slow in their impact, or too uncertain in operation, or 
are otherwise inadequate. While we do not propose the 
imposition of such mandatory controls at this time, de- 
tailed plans for their imposition, in the unfortunate event 
they become necessary, should be prepared. 


Developments in the five months that have 
passed since the Wilson report was issued war- 
rant a more optimistic view on the usefulness 
of the measures of credit restraint that had been 
taken or were in process of fruition. 


The bond unpegging was skilfully accom- 
plished. The Treasury's exchange offer produced 
an $8 billion conversion of Seventh and Victory 
War Loan 2%s and by the end of June the Fed- 
eral Reserve's Open Market Committee discon- 
tinued their support of the long-term government 
market. In fact, the initial price declines, which 
ran to 8 or 4 points, had run their course as early 
as the middle of May. Selling has been discour- 
aged by the necessity of taking a loss to accom- 
plish a sale, buying has been encouraged by the 
availability of government bonds at a discount. 
and the market has learned how to stand on its 
own feet. As a direct benefit, the flow of funds 
into mortgage investments was cut down, easing 
the excessive pressures of demand for construc- 
tion materials and labor. 


Since July, long-term government securities 
have been fluctuating above their May lows 


without significant Federal Reserve support. In 
the short-term market the Federal Reserve has 
been putting out money, by purchases of bills 
and certificates, to permit the Treasury to bor- 
row at short-term in the interest rate range of 
1% to 1% per cent. 


On the side of Voluntary Credit Restraint, 
those most familiar with its working agree to its 
effectiveness. The cooperation given by finan- 
cial institutions has had favorable comment from 
Mr. Wilson, Secretary Snyder, Reserve Board 
Chairman Martin, and Governor Powell who is 
chairman of the national committee in charge. 
In accordance with one of the recommendations 
made in the Wilson report, liaison has been 
established between the Office of Defense Mo- 
bilization and the National Credit Restraint 
Committee to keep that committee informed of 
the shifting requirements of the defense pro- 


gram. 


It is also relevant to note that, on the real 
estate and consumer credit terms covered under 
Federal Reserve Board regulations X and W, the 
Congress this past summer has seen fit to legis- 
late relaxations. The inflationary climate so far, this 
fall has not developed in the degree forecast 
by government officials. To meet a renewed in- 
flation, which remains a real hazard, the Federal 
Reserve holds an enormous power through its 
ability to withhold additions to the supply of 
Federal Reserve credit. 


Why a New Inquiry? 

Why is a new monetary inquiry needed? The 
questions sent out by Congressman Patman are 
numerous and detailed but they boil down, by 
and large, into three main issues. One of these, 
approached by indirection, is the question: 

1, Should the Federal Reserve System retain its char- 
ter as an independent government agency responsible 
to the Congress, and to the people, for curbing inflation 
and maintaining a sound wat 

The Douglas report came out with an affirma- 
tive view on this question. The Treasury-Federa] 
Reserve “Accord” seemed to represent acqui- 
escence by the Treasury in this view. Congress- 
man Patman was a member of the Douglas 
subcommittee and signed its report but with the 
following qualification stated in a footnote to the 
Douglas report: 

Mr. Patman believes that these proposals do not make 
the Federal Reserve System sufficiently responsible to 
the executive department of the Federal Government. 
In creating money and regulating the supply and cost 
of money and credit, the Federal Reserve is performing 
a governmental function; it even issues Federal Reserve 
notes which become obligations of the United States. 
Moreover, it is now possible for the Federal Reserve to 
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follow policies that would conflict with, and haps 
defeat, the Government’s economic He be- 
lieves, therefore, that should ‘be to increase 
the responsibility of the Federal Reserve System to the 
executive oe Though he favors, as pro in 
this report, the establishment of a Credit 
Council to be headed by the Chairman of the Council 


of Economic Advisers, he does not believe that it will - 


make the Federal Reserve sufficiently responsible to the 
Executive. 

Congressman Patman on the floor of the 
House on June 27 expressed the view that it was 
“a shame and a disgrace” and a violation of a 
“sacred obligation” that the Federal Reserve had 
allowed government bonds to decline below par. 
Stressing that it would not cost the Government 
or the taxpayer “one penny”, he advocated an 
amendment to the Defense Production Act 
which would have required the Federal Reserve 
Banks to redeem at par or better any govern- 
ment securities issued at par: 


In order to (1) maintain market stability for Gov- 
ernment obligations, (2) maintain a stable and adequate 
money market to enable the Government to finance the 
mobilization program, and (3) assure an adequate 
source of mortgage funds for the financing of homes for 
defense workers and veterans, the Board of Governors 
of the Federal Reserve System and the Federal Open 
Market Committee of the Federal Reserve System are 
hereby directed to conduct — operations so 
that any marketable direct obligation of the United 
States which is issued at its value shall at all times 
have a market value of not wel than the par value of 
such obligations. 


It will remain to be seen whether Congress- 
man Patman has revised any of these views. But 
his public record leaves no misunderstanding of 
the inflationary policies he would have the Fed- 
eral Reserve pursue once it had been made 
“sufficiently responsible to the Executive”. Dis- 
liking the idea of the Government’s paying 
interest on its debts, he has repeatedly suggested 
use of the printing press to cover government 
outlays of one sort or another. In 1932-35 he 
advocated Treasury issues of paper money to 
pay off “adjusted service certificates” held by 
World War I veterans. In 1941 he proposed in 
a radio speech that the Government buy the 
stock of the Federal Reserve Banks: 

Then it will not be necessary for the Government to 
issue and sell interest-bearing bonds. Then as money is 
needed, non-interest bearing bonds can be delivered to 
these 12 banks, credit given for them on the books of 
the banks, and checks drawn by the Treasury to pay 
any debt that is owed by the Government. All out- 
standing government bond issues can be paid the same 
way as they become due or callable. 

In 1943 he told the House Ways and Means 
Committee that he was opposed to “the U.S, 
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Government, which possesses the sovereign and 
exclusive privilege of creating money, paying 


_ private bankers for the use of its own money. 


A Strange Paradox 

The second and third main issues the Pat- 
man inquiry will explore are inter-related: 

2. Are there enough lending facilities in the country, 
especially for small business? 

§. Are new laws and powers needed to reduce the 
lending power of the commercial banks? 

Here is a strange paradox. There are more 
than 14,000 individual commercial banks in the 
United States with over 19,000 banking offices, 
the backbone of the nation’s credit system. 
Every business worthy of the name has ac- 
counts with one or more of them; they are as 
near as the telephone, a walk, or a drive in the 
car, and—because it is their business — they 
talk credit needs and financial problems with 
their customers every day of the week. In sheer 
numbers, their customers are predominantly of 
moderate means and the bulk of their loans are 
individually for amounts less than $10,000. The 
Patman inquiry in one breath raises the ques- 
tion as to whether we have enough credit facili- 
ties; in the next breath the question is raised 
as to whether the very credit institutions which 
provide the readiest credit resource to the small 
business man are not lending too freely? 


This is all very confusing, not least of all to 
the banker attempting to carry on his job at a 
time when the Government has asked him to be 
“tough” and discriminating in the grant of cred- 
its. The subcommittee’s questionnaires mention 
numerous possible methods of cracking down 
on the commercial banks, tieing up more of the 
funds deposited with them in idle cash or re- 
quiring them to buy and hold government 
securities according to formula. 


Senator Douglas, a trained economist and then 
a newcomer on the Washington scene, under- 
took his job two years ago in an objective and 
professional manner and came out with a report 
that was a model of careful reasoning. From the 
standpoint of getting out a fair-minded and bal- 
anced report, Congressman Patman starts off in 
a cloud of distrust. However, he has declared 
that he will try not to inject his particular views 
into the investigation and will seek to make an 
objective study “that all can be proud of”. It is 
hoped that he can realize this goal. The pre- 
decessor Douglas inquiry set a high standard 
of quality and objectivity to shoot at. 
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